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The McFadden Banking Bill Perpetuates the National 
and Federal Reserve Banking Systems 


By Louts T. 


moder ( j iV AY 
Phe McFadden Banking Bill, Pul 
lic No. 639, 69th Congress (H. R. 2 
is the result of several vears of agita- 


tion among bankers and consideration 


the Committees on Banking and 


Congress tor amendments 
National \ct that 


ww national banks a greater latitude 


‘urrency in 


» the Bank will 


1] 
doing business, and thus induce them 


to remain in the National Banking 


System. 


Many years ago I saw the tendency 


a of national banks to give up their 

charters and become State banks be- 
‘ause as state banks they would be 
| allowed many privileges denied them 
by the National Bank Act. I realized 
that if something were not done to 
wake the National Banking System 
| more attractive to its members there 
) would be heavy withdrawals from the 
) ystem which would be bad for the 


l‘ederal Reserve System which is based 
m the compulsory membership of Na- 
tional After several 
consideration of the best procedure to 
ollow in this situation, early in 1921 
| suggested to Hon. D. R. Crissinger, 
hen Comptroller of the Currency, that 
he confer with prominent bankers and 

et their views as to how the National 

Bank Act could best be amended in 
to give national banks greater 
:pportunities to serve the public and 


banks. years ot 








raer 


meet the requirements of modern busi- 
then indicated to 


ness conditions. I 
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m 


him that national banks should be per- 


mitted to consolidate directly with 


state banks; that they should be given 
indeterminate that they 


ereater Opportunity to 


charters; 
should be given 
lend money on the security of improved 
should be 
permitted to establish branches within 


city real estate; that they 


the corporate limits of a city where 
is located to meet the 
the 


state 


the parent bank 
needs bank 
banks, and that 
the right to 
subscribe to stock in safe-deposit cor- 
that 
on their own premises, and thus limit 
their liability. 1 that 
cardinal points should be incorporated 
National 
Act together with such other reason- 
able 
national banks which were at that time, 
as they are now, suffering from the un- 
equal competition of state banks. 
Although no concerted action was 
taken at that time, on April 22, 1921, 
[ introduced a bill in the first session 
of the 67th Congress (H. R. 4905) to 
amend the act to provide for the con- 
solidation of national banking associa- 


public and branch 


competition of 


they should be given 


porations, conducting business 


believed these 


in amendments to the Bank 


amendments as would appeal to 


tions, and to provide for the consolida- 
tion of state with national 
banks. The object of these two pro- 
posals was to make it easier for na- 


banks 


tional banks to consolidate and to per- 
mit such banks to consolidate directly 
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with state banks without requiring the 
bank 
such consolidation, as the old 
law provided. Then, on June 22, 1921, 
bill (H.R. 


provide for the 


state bank to become a national 


betore 


[ introduced a 6776) to 


extension of the 


charters of national banking associa- 


tions and for other purposes. Hear 


were held on these two bills be- 


Ings 


fore the Banking and Currency Com- 


mittee in November of that year, but 
no further action was taken. 
In the meantime I had, on Mav 16, 


1921, introduced a bill to provide for 
the establishment of 
tional 


branches by na- 
Chis bill was also con- 
November. 


1921, I in- 


banks. 
sidered in the hearings in 

\gain, on December 9, 
troduced at the beginning of the second 


1 
session of the 67th Congress (II. R. 
9403 ) 


invest in 


to authorize national banks to 
the safe-deposit 
companies; and on May 13, 1922, I 
introduced another bill (H. R. 10878) 
to provide for the consolidation of any 
two or national banks located 
within the same county, city, town or 


st ck of 


more 


village, and to provide for the con- 
solidation of national banks and state 
banks and to provide further for the 
retention of any branches that might 
be brought into such consolidation by 
the state bank. 
sidered in 


Other bills were con- 
Committee from time to 
time during the past six or eight years 
to amend the National Bank Act, and 
the substance of all of these proposals 
incorporated in the bill 
(H. R. 2) which has just been passed 


has been 


by the 69th Congress. 

legislation cannot be 
written and passed over night. It must 
be the result of careful thought and 
nation-wide consideration by those who 


Banking 


and those who are 


affected by financial and economic pol- 


are interested in 


oS M. J 
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The 


serve -\ct 


basis of the lederal Re 


icies. 


1907 when the 
was suffering from a money 


was laid in 
country 
panic, and bankers, business men, and 
“It must not 
happen again”; but the Act 
passed until 1913 and it has frequently 
been amended date. 

14 


Nor is the McFadden Banking Bill 


leaders in Congress said 


was not 
since that 


an over-night production of any on 
man or of any one group of men; it is 
the result of a sentiment of progressive 
intensity among bankers and legislator: 
that the 
preserved 


national 
through adequate amend 
the National Act. | 


realized seven or eight years ago that 


Ss 


banking system be 


ments to Bank 


before Congress would give national 
they 
entitled it would have to be confronted 


banks the relief to which were 
by a nation-wide demand for such ac 
tion. the bills introduced 
so many years ago were intended as a 
future action and to 
that would be 
translated into an insistent demand for 
broader 


Therefore 
foundation for 
promote discussion 
for national 
The work started in the 67th Congress 
has been completed by the enactment 
of the McFadden Banking Bill in the 
last days of the 69th Congress. 

It might be 
some length to the various forces that 
tried to defeat this bill and comment 
on the means by which its final pas- 


powers banks. 


interesting to refer at 


sage was accomplished, but as we now 
have a workable basis for the rehabili- 
tation of the national banking system 
that will insure the continuation and 
stability of the federal reserve sys- 
tem, it seems best to let well enough 
alone. 

I would like to go into the various 
provisions of the completed law in de- 
tail, but to do this would take too much 
and might somewhat 


space prove 














L. oR. B.S 


dious. I will, therefore, endeavor as 
meisely as possible to give 
the bill 
his act 


or the 


an analysis 
as enacted into law. 


» provide 


amends an act 


consolidation of national bank- 
November 


associations, 


approved 


7. 1918, and amends sections 5136, 
137. 5138... 5739: 5146: SISO: SiS. 
155, 5190, 5200, 5202, 5208, and 


5?11 of the Revised Statutes of the 


nited States and sections 3, 4, 9, 13 
») 


2. and 24 of the Federal Reserve Act. 


t was passed by the House in the 

econd session of the O8th Congress as 

I}. R. 8887, and again during the first 
» 


ession of the 69th Congress as H. R. 


2. It was passed by the Senate during 


the first session of the 69th Congress in 


form slightly different from the 
louse bill which made it necessary 
» refer it to a committee of confer- 


the 
No definite 
agreement being possible in conference 
| referred the matters in disagreement 
to the House which, acting in the ca- 


ence on the disagreeing votes of 


two Houses of Congress. 


pacity of conferees as a whole accepted 
my proposed completed bill and it was 
then sent to the Senate which finally 
under the 
measure to say the least, passed it by 


cloture rule, an extreme 


n overwhelming majority. It was 
then signed by the President, February 
25, 1927. 

\s a result of this 
ct, the national act been 
so amended that national banks are able 


the 
bank 


passage of 


has 


» meet the needs of modern industry 
nd commerce, and competitive equal- 
ity has established the 
ember banks of the Federal reserve 
This 


therwise national banks were sure to 


been among 


ystem. action Was necessary ; 


eek the greater advantage offered by 
tate banking laws, and in that event 


e Federal reserve system without 


M.J OU 
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the compulsory national 


} 1 
DANKS 


support of 
would be only a theory, not a 


reality as is now assured. 


It will not be necessary for national 


banks to leave the national svstem now 


in order to meet the needs of the mod- 


ern business world. furthermore, 


many state banks and trust companies 


will nationalize and by such action 
ereatly strenethen the federal reserve 
system. This nationalization can be 


brought about through the consolida- 


tion and conversion features of the act 


or more directly by giving up State 
charters and taking out national 
charters. 


Section 1 of the bill provides for the 
direct consolidation of State banks with 
national banks. Under the old law a 
State bank could not consolidate with 
first 
State charter and 


a national bank without surrend- 


ering its becoming 
a national bank. 
Section 2 indeter- 


minate 


(a) provides 
banks. 
The indeterminate charters of national 
banks, in with authority 
previously granted to those banks to 
create and operate trust departments, 
will 


charters for national 


connection 


to administer these 
without 


tions as to term and continuing trusts. 


enable them 


departments legal complica- 


Section 2 (b) legalizes the practice 


which national banks have been car- 
rying on for many vears of buying 
and selling investment — securities. 


While this practice was not anticipated 
when the national banking system was 
created there was a provision in the 
act which gave a legal status to these 
transactions in the past by which na- 
tional banks were given the right to 
discount and negotiate other evidences 
of debt. 
now by 


The practice is safeguarded 
a limitation as to the amount 
of the obligations of one maker that 
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a national bank may hold at any one 


time. 

In interpreting this section national 
banks must recognize that only those 
securities which are readily market- 
able should be purchased as it 1s con- 
trary to the spirit of the national bank 
ing act to permit commercial deposits 
to be tied up by investment in any 
securities that can not be disposed of 
quickly or that are otherwise non- 
liquid. Marketable securities must be 
in the form of bonds, notes, or de- 
bentures commonly known as _ invest- 
ment securities. The Comptroller of 
the Currency is given the power to 
define investment securities by regula- 
tion, and some specific definition is 
expected from him soon. While this 
amendment places no limitation upon 
the total amount of the obligations of 
one maker which a bank may buy and 
sell in the course of a year, it can 
not hold at any one time the obliga- 
tions of one maker in an amount 


greater than 25 per cent of the capital 


and surplus of the bank. 


2 also recognizes the right 


Section 
of a national bank to carry on a safe- 
deposit business and permits a national 
bank to invest 15 per cent of its cap- 
ital and surplus in the capital stock of 
a corporation organized under the law 
of any State to carry on a safe-deposit 
business. While many national banks 
have found it necessary as an inci- 
dent to their business to carry on a 
safe-deposit business they are per- 
mitted now to become stockholders to 
a limited extent in an organization sep- 
arate and independent from the bank 
formed for the purpose of doing a 


safe-deposit business, thus limitin 
their liabilty to the actual amount o 
the stock subscribed and paid for by 
them. Indeterminate charters, the 


f 











power to buy and sell investment se 
curities, and to carry on a safe-deposit 
business, coupled with previous amend- 
ments to the Federal Reserve Act, per 
mit national banks now to carry on a 
trust business more etfectivelv than 





they have been able to do heretofore. 

Section 3 makes it possible for 
national bank to acquire a piece oi 
real estate for future expansion of its 
business without being required to im- 
prove it immediately. This remedies 
a situation that has long been trouble 
some to national banks, especially thoss 
in the large cities where real estate 
values are constantly rising. Under 
the old law the bank would have to 
improve this piece of property and use 
t at once. 

Section 4 permits national banks to 
organize in outlying districts of cities 
having a population greater than 50,000 
with a capital of $100,000, provided : 
the State law permits State banks to 
be organized with a capital of $100,000 
or less. This is a distinct advantage 
because under the old law all national 
banks in cities with a_ population 
greater than 50,000 were required to 
have a capital of $200,000. 

Section 5 permits national banks to 
declare stock dividends, thus giving 
them the same right that State banks 
and trust companies and other cor- 
porations enjoy. Under the old law 
if a national bank wanted to use its 
surplus or any part thereof to increase 
its capital stock it was required to de- 
clare a cash dividend and distribute it 
to the stockholders to be paid back by 
them for new stock. Under this new 
amendment the stock dividend can be 
applied directly to the increase of cap- 
ital stock. 

Section 6 permits one of the direc- 
tors of a national bank, chosen by the 
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ard, to be chairman of the board. 
here has been some misunderstanding 


This 


Ww provision removes all question of 


s to the intent of the old law. 
loubt and provides legal authority for 
he creation of the office of chairman 
it the board. 

the condition 
bank 


forth 
national 


Section 7 sets 


ipon which a may re- 
: 


tain or establish and operate a branch 


here must be statutory 


uthorization of 


ir branches. 
branch banking by 
banks before national banks will 
The 
located in a city 
25.0 ) 


State 
have branches. 


itional bank must be 


be permitted to 


wing a population of and 


ver before any for a 


application 
branch can be considered. The branch 
1x branches must be located within the 
limits of the city, town, or village in 
vhich the parent bank is located. Al- 
though the word “corporate” was in- 
lvertently omitted by the Senate in 
onnection with the words “limits of 
the city” it was the clear intent of Con- 
ress that branch banking should be 
onfined to the corporate limits of the 
itv, town, or village in the 
located, and not per- 
in contiguous territory or in 


which 
parent bank is 
mitted 
what 

nomic, or metropolitan area surround- 


may be termed the social, eco- 
ng or adjacent to the city, town, or 
for future 
banks we were 
situation 
vith respect to existing branches and 
1 order to preserve the status of exist- 
ing lawful branches section 7(a) was 

orporated in the act. This gives legal 
rotection to 


illage. In providing 
national 


onironted by a 


branches of 


practical 


every branch of a na- 
tional bank which may have been in 
wiul operation at the date of the 
pproval of this act. While this sec- 
ion does not attempt to define what 


onstitutes a branch in legal operation, 


M: JOURN AL 


7A 


the so-called additional offices or tellers’ 
been authorized 
by the Comptroller of 


windows which have 
the Currency 
under an opinion of the Attorney Gen- 
eral rendered in 1923 will be permitted 
to remain in operation, provided their 
establishment conforms to the require- 
the establishment of 


by national 


ments for new 


branches banks as set forth 


in sections 7(c) and 7(d). Section 


7(a) also legalizes one branch which 
1 
1} 


as been continuously maintained and 


operated by any national bank for a 
period of more than 25 years imme- 
diately preceding the approval of the 
act. This is special legislation and is 


intended to permit the retention of two 
old 


branches established many 
ago by two national banks in the State 


years 


of New Jersey. 
Section 7(b) permits the retention 
of any branches that may have been 


in lawful operation at the date of the 
approval of the act by a State bank 
that is converted into 
or a State bank that consolidates with 


a national bank, 


a national bank, or two or more na- 
tional banks that may consolidate. The 
consolidated bank may not establish new 
branches unless they be established ac- 
cording to the provisions of this act 
within the corporate limits of the city 
in which the parent bank is located, 
and in a State 
thorizes State banks to have branches. 


the law of which au- 


Sections 7(c), 7(d), and 7(e) pro- 
the establishment of new 
y national States 
that permit by law State banks to have 


vide for 
branches | 


banks in 


branches; that the national bank must 
be located in a city having a population 
greater than 25,000. In a city having 
a population of 25,000 and not greater 
than 50,000, it may have one branch; 
in a city having a population of 50,000 
and not greater than 100,000 it may 














have two branches; and in a city 


having a 
100.000. it 


population greater than 


~ 


may have the number of 
branches permitted by the Comptroller 
The to de 


whether any bank 


of the Currency. power 


termine national 


shall 
vested in the Comptroller of the Cur- 


have a branch or branches is 


rency, so that all applications for new 


branches will have to be submitted to 


and approved by the Comptroller of 
the Currency before they can begin to 
operate. 

defines the 


Section 7(f) term 


\ny place outside of or 


branch.” 


away from the main office where the 


bank carries on its business of receiv- 
lending 
money, or transacting any business car- 


ing deposits, paving checks, 
ried on at the main office, is a branch 
i it 1s established 
provisions of this act. 


legally under the 


Section 7(g¢) leaves the existing 


status of foreign branches of national 

banks unchanged. 

“State banks,” 
used in 

tion 7 to include trust companies, sav- 

ings banks, 


Section 7(h) defines 


“bank,” or “banks,” as Sec 
or other such corporations 
or institutions carrying on the business 
of banking under the authority of any 
State law. 

' 


8 amends 


the Revised 


section 


5190 of 
as to permit 
the general business of national bank- 


ing associations to be 


section 


otatutes so 


carried on at the 
and in the branch or 
ranches which may legally establish 


home office 
I 

or maintain in accordance with the pro- 
visions of section 5155 of the Revised 
Statutes as amended by this act. 
amends the para- 


graph of section 9 of the Federal Re- 


Section 9 first 


serve Act as amended by adding the 
phrase “‘pursuant thereto” 
sentence, so that the 


in the last 


l‘ederal Reserve 
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Board in prescribing the conditions 
under which a State bank may become 
a stockholder of the Fed- 
must make those 
conditions in harmony with the pro- 
visions of the Act. 
This with 
regulation by the 
Board which has met 
State 


reserve 


and remain 


eral reserve bank 


lederal Reserve 
amendment 
“ny 


lederal Reserve 


will do awav 


promulgated 
considerable 


objection from 


bank members of the lederal 
system and State bank supervisors on 
the ground that there is no statutory 
authority for the 
regulations. 


board to make such 
Hereafter any regulation 
promulgated by the board for the ad- 
mission of Fed- 


State banks into the 


eral reserve 


system must be pursuant 
Federal hke- 


serve Act so that any regulation estab- 


to the provisions of the 
lished by the board hereafter will be 
based on statutory authority and not 
on any arbitrary financial policy which 
the Federal Reserve Board may deem 
necessary to establish. 

forth the condi- 
tions under which a State bank mem- 


Section 9 also sets 


ber of the Federal reserve system may 
retain and branch = or 
\ny State bank that is a 
member of the [Federal 
tem may retain and operate any branch 


operate a 
branches. 
reserve sys- 
or branches which it may have in law- 
ful existence anywhere at the date 
this act, but after 
the date of the approval of this act 
no State bank member of the [federal 
system establish a new 
branch beyond the limits of the city, 
town, or village 


of the approval of 


reserve may 
in which the parent 
bank is situated without surrendering 
its membership in the lederal reserve 
system. In this connection it will be 
noted that there are no restrictions as 
to the population of a city, town, or 
village in which a State bank member 
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the Iederal reserve svstem mav es- 
and if the State law 
State 
ranches, it may establish branches in 


a branch, 
the 


iblish 
uthorizes bank to have 
city with a population of less than 
25,000 inhabitants and _ still 
& membership in the Federal reserve sys- 


retain its 





\s this section restricts branches 
established after February 25, 1927, 

State that 
the Federal reserve 


tem 


banks are members of 
system to 
limits of the city, town, or village in 
the 
prohibits 


he Federal 


which parent bank is situated, it 


State 


reserve 


any bank member of 


system from es- 
branches 
the 
un- 


tablishing any new foreign 
itter the date of 
ct. This 


| ] ] 
uubtedly be 


the passage of 
will 
the 


ist. provision 


corrected in next 

_onegress. 

5200 of 
the Revised Statutes as amended. This 

, is the most important section of the 
national bank act. It the 
mount that a national bank may lend 
to one individual, firm, or corporation. 


Section 10 amends section 


re eulates 


(he theory of this section is that the 
fund 1 should be 
for the use and benefit of the 


s of a national bank 


loan d 
t tha 
men Of the 


usiness 


community who 
furnish the deposits out of which such 


ans are made. ‘The section is in- 
tended to prevent one individual, or a 
relatively small group, from borrow- 


the 
ank’s deposits for the use of the par- 


ng an unduly large amount of 
business enterprises in which 
intended to 
afeguard the bank’s depositors by 


‘ular 





they are engaged. It is 
preading the loans among a relatively 
ree number of 
ifferent lines of business. 


persons engaged in 
Under the 
Id law the total amount that one in- 
ividual, firm, or corporation could 
row directly from a national bank 
as limited to 10 per cent of the 


< 
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amount of capital and surplus, but 
there was no limit to the amount that 
one individual, firm, or corporation 
could borrow indirectly through the 
discount or sale of paper on which the 
individual, firm, or corporation was an 


ind yrser or Guarantor. 


The new law, while it retains the 
basic limitation of 10 per cent of cap- 
ital and surplus, defines the term 


“obligations,” which is subject to the 
basic limitation of 10 per cent, to mean 
the 


acceptor of paper discounted with or 


the direct liability of maker or 
sold to a national bank and the indirect 
liability of the 
euarantor who obtains 


drawer, or 
a loan 


indorser, 
from a 
selling the 


bank by discounting or 


paper under his guaranty. Therefore, 
in fixing the amount that one borrower 
a national bank the bor- 
liability 
For 
a national 
bank with a capital of $100,000 and a 
surplus of $100,000 could lend a bor- 
rower directly $20,000, but there was 
the that the bor- 

get indirectly on paper 

sold by him under his 
\s a result of this practice 


mav get from 
direct 


must be taken into consideration. 


rower’s and indirect 


under the old law 


example, 


no limit to 
could 


amount 
rower 
indorsed or 


guaranty. 


indorsers of an indifferent class of 
paper made by persons who had no 
financial responsibility could obtain 


the bank 


ereater than 10 per 


from indirectly amounts 
cent of the bank’s 
capital and surplus in addition to the 
10 per cent of capital and surplus bor- 
rowed directly. Under the new law, 
if a bank with $200,000 capital and 
surplus should lend $10,000 to a bor- 
rower on his direct obligation, it could 
not lend more than $10,000 to the same 
borrower on an inferior class of paper 
guaranteed by the 


indorsed or bor- 


rower. 
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The 
10 per cent of capital 


limitation of 
and surplus is 


foregoing basic 
modified, however, by eight exceptions, 
and these exceptions relate to the dis- 
count or purchase by the bank of paper 
made or indorsed by the person who 
offers it for 
ceptions Nos. 


discount or sale. Ex- 
r, a the 
discount of paper arising from the sale 


or transfer of 


and 3 cover 


actual goods and in- 


cludes drafts or bills of exchange 
drawn in good faith against values 
which actually exist; commercial or 


business 


paper given in payment of 
eoods that have been actually trans- 
ferred from one person to another, 


and drafts that are soods, 
sold 
The 


paper 


secured by 
that 
in process of shipment. 
owners of 


ir commodities have been 


and are 
any of this class of 
a national 
bank upon their endorsement or guar- 
anty without any limit as to the amount, 
on the theory that this kind of paper 
represents self-liquidating commercial 
paper, the actual 
tangible goods and commodities, 


can discount it or sell it to 


value of 
that 
is used by the men of industry and 


based on 


commerce to circulate goods among the 
three 


people. The foregoing excep- 
tions reaffirm the policy which has pre- 
vailed under the old law with respect 
to the classes of paper named. Ex- 
ception No. 4 deals with the discount 
of paper that is not 


business paper in its true sense and in- 


commercial or 


cludes renewals of business paper that 
has not been liquidated at maturity, 
paper given for personal services, and 
paper which by its very nature is not 
self-liquidating or is not based on the 
actual transfer of goods or com- 
modities in the channels of trade and 
commerce. 


The old law placed no lim- 
itation on the amount of such paper 
could be i 


that bought from or dis- 





counted for one borrower by a national 
bank. 

The 
total 


limits 
paper 


however, the 
such which a 
bank may discount for one borrower 


law, 
amount of 


new 


to 15 per cent of its capital and sur- 
plus in addition to the basic limita- 
tion of 10 per cent, so that the total 
limit of this kind of paper which can 
be discounted for one individual, firm, 
or corporation upon his or its indorse- 


ment or é 


guaranty is 25 
capital and surplus. 


per cent of 
Exception No. 5 
relates to bankers’ and 
places no limitation on the amount that 


a national bank may discount 


acceptances 


for one 
borrower. [Exception No. 6 relates to 
what is 
termed “readily marketable non-perish- 


loans upon the security of 


able staple commodities.” Such loans 
must be made upon drafts 
secured by shipping documents, ware- 
house 


notes or 


documents 
securing title to the 
property, and such property must be 


receipts, or other 


transferring or 


fully covered by insurance if it is cus- 
tomary to insure it against loss by fire 
or otherwise. This exception permits 
a borrower to obtain a loan equal to 
10 per cent of the bank’s capital and 
surplus in addition to the basic limit 
of 10 per cent, but the additional 40 
per cent must be secured by nonperish- 
able staple commodities having a mar- 
ket value at all times equal to not less 
than 12414 per the amount 
thus borrowed. A bank which has a 
capital of $100,000 and a surplus of 
$100,000 could lend a 
$20,000 without security and in ad- 
dition thereto it could lend him 
$80,000, or part thereof, on the 
readily marketable 
perishable staple commodities located 
in a warehouse or in process of ship- 
ment according to the following sched- 


cent of 


borrower 


any 


security of non- 











cent of 
$30,000. 


ule: 15 per capital and sur 


lus, o1 secured by 
alued at 115 per 
534.500: an 


$10,000, 


| re | erly 
cent of $30,000, or 


additional 5 - cent, or 
alued ; 
$10,000. or $12,000: 


] 5 per $10,000. 


secured propert 


120 per cent of 


an additiona cent, or 
valued 


$10.000, or $1 


secured by property 125 per 
2,500; an addi- 


$10,000, secured 


cent of 
tional 5 per cent, o1 
valued at 
tf SLOO000, or 


Ve property 130 per cent 


$13,000; an additional 
S10, OK ), secured by prop- 


$10,000, 


er cent or 


ertv valued at 135 per cent of 
ir $13,500; an 


ir $10.000. 
} 


additional 5 per cent, 
secured | 
4() per cent of 


property valued 
$10,000, or $14,000. 
S80,.000 would be 


il 
Thus, the loan of 


pre yperty 


having a market 
ulue at all times. of 
$99,500. Any loan 
inder the foregoing exception can not 


than 10 


loan is made, 


than 
a customer 


not less 


made to 


naturity greater 
from the date thi 


and the identical parcel of property 


put up as security can not be used 
vain for another loan. ‘The old law 
permitted commodity loans of this 
character to the extent of 15 per cent 


of the bank’s capital and surplus in 


ddition to the 


basic limit of 10 per 
ent to run for a period of six months 
rom the date of the loan. Thus, the 


new law is a liberalization of the old 
to the 


1 


aw both as 


amount that may 
be loaned and the length of time for 
which the loan may be retained by the 


borrower. The object of exception 0 


S to help producers to store their prod- 


ucts and to market them 
way. Itxception No. 


permits loans upon the 


temporarily 
n an orderly 
security of live- 
tock to the extent of 15 per cent of 
the bank’s capital and surplus in ad- 
dition to the basic loan of 10 per cent 


of capital and surplus. There is no 
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limit to the 
and it 
old law, 


such 
practice under the 
except that un 


maturity of loans, 
eaffirms the 
ider the new law 
livestock ac anal as security need not 
he covered by insurance exception 
No. 8 permits loans upon the 


of United States 


securitv 
(Government 
issued since April 4, 
xtent of 15 per 


bonds 
1917, 
cent of the 
and surplus in addition 

the basic limitation of 10 per cent. 
The face value of the 
less than the 
Section 1] 


the Revised St: 


and notes 
to the e 
bank’s capital 
security must 
amount borrowed. 
5202 of 


amends section 


tutes, as and 
typographical error in the 
\gricultural Credits Act of 1923. 


der the provisions of this 


amended, 
correctS a 
Un- 
amendment 
rediscount with 
credit 
agricultural 
stock paper Cove red in 
tion 202, of the 


national banks 
l‘ederal 11 


classes oft 


may 
termediate banks the 
paper or live - 
Title II, sec- 
l-ederal 

amended by the 


‘arm l.oan 

ket ac \gricultural 

\ct of 1923, to an unlimited amount. 
section 12 


: , : 
the Revised St 


section 5208 of 
itutes, as 


penalty : ir 


amends 
and 


11 ny re , er cer- 


amended, 
provides a 
tification of checks. Under 
a crime for an officer of a 
after the 
amount of it had 
entered to the credit of the 
on tl 


1 


law provides that th 


to certifv a check until funds 


to cover the been 
drawer 
e o0ks of the bank. The 


new 
funds that cover 


such checks must be deposited in the 
hank, so that under the new law the 
criminal penalty of not more than 
$5,000 or imprisonment for not more 


than five years applies to any officer, 


director, agent, or emplovee of 
Federal reserve bank or 
shall a check before the 
amount shall 

posited in the bank, or 


ceive any 


anv 
member bank 
who certify 
been de- 
who shall re- 
fictitious obligation directly 


thereof have 

















or indirectly in order to evade the pro- 


visions of the act. \ depositor might 


put $10,000 in the bank and imme- 
diately thereaiter, before it had been 
credited in his account on the books 


ask to have his check cer- 


old 


of the bank, 


tihed. Under the law the officer 


who certified it under such conditions 


would subject himself to the penalty 


provided, but under the new law there 


is no penalty if the money has actually 


been deposited in the bank. 


ection 13 amends section 


Statutes, as amended, so as 


to permit a vice president or an 


as- 
the 
showing the 


sistant cashier to sign and verifv 


comptroller 


reports to the 


condition of a national bank. Under 


the old law these reports were required 


to Dé signed by the president or the 
cashier. Under the new law such re- 
ports mav be signed by anv one of the 


four officers mentioned. 


ie) 


Section 15 amends section 22 of the 


Federal Reserve Act, subsection (a), 
paragraph 2, and provides that upon 


conviction in anv district court of the 


United States anv officer or emplovee 


of a national bank who makes a loan 
or gift to any bank examiner, or any 
bank examiner who accepts such a loan 
or who steals money from any bank 


examination by him, shall be 
imprisoned not more than one year or 
fined not 


The old 


under 


both. 
law provides that violations of 


more than $5,000, or 


this section must be punished under 
State laws. The new law provides 
punishment by Federal authority. 


First section 16 amends section 24 
of the Federal Reserve Act and au- 


national 
enactment to 


thorizes a bank by statutory 
carry on a savings bank 
lend money on the 


curity of real estate. This is a 


business and Sse- 
most 


important new grant of authority to 








Under the old 1] 


could lend part of its 


national banks. 


aw a 


national bank 
capital and surplus or part of its time 
deposits upon improved farm lands for 
a period of five vears and upon the 
security of improved city real estate 
7 Under this 
amendment national banks can lend 25 


for a period of one 


year, 
per cent of their capital and surplus 
or 50 per cent of their savings deposits 
upon the 
lands 


security of improved farm 


for a period of five years, or 


upon the security of improved city real 


estate for a period of five vears. ‘The 


basis on which such loans mav_ be 
made is 50 per cent of the actual value 
ot the real estate offered for 
eal 
irrespective of 
100 miles of 


which the bank is 


security 
locate ad, 
within a 


must be 
district 


and said estate 


lines, 


the place in 


radius of 
located. The amount 


loans to 


of such 


one individual, firm, 
or corporation must contorm to the 
requirements of section 5200. Under 


the provisions of this section loans se- 


cured by bonds which are widely dis- 
tributed, or sold to investors, is not 
a real-estate loan within the meaning of 
the amendment. 

\Without direct 


zation national 


affirmative authori- 


banks have been doing 


a savings business as an adjunct to 
their 


commercial business for many 


accumulated a 
a large amount of savings funds of the 


vears, and they have 
people either through the establish- 
ment of savings departments, or 
through the issuing of time certificates 
bearing interest. On the other hand, 
a large amount of commercial time de- 
posits evidenced by f de- 
posit bearing interest are lodged in the 
national banks. 


tinction 


certificates « 


The law makes a dis- 
between time 
deposits and savings deposits and per- 


commercial 


mits only savings deposits to be loaned 
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m real estate securitv. Commercial 
leposits, whether they be active or in- 
itive, can not be used for that pur 
pose. If national bank has no 
avings department, its loans on real- 


1] ] 


estate security will be limited to 25 per 


its capital and surplus ir 


] 


espective of the amount of time ce 
Osits evidenced by CE rtificates OT 
sit Therefore it would seem 

it national banks in order to take 

dvantage ot the authoritv to lend 
mev on improved real estate would 


establish and operate 


and 


Savings 


lepartments issue certificates o 


commercial time ce 


Savings 


deposits are in. th 


and should be 


trust funds 


secured loans. This amend- 


nent will permit national banks to 
end a large amount of such funds in 
the community in which they orig- 
nated, thus turning back to local 
people for their own use the large 


mount of the capital credit 
their 
16 


which they 
ave created by savings. 
amends section 
Statutes, as 


amended, and permits a national bank 


Second section 


3139 f he 
1 Ol the 


Revised 
into 
This 


national 


shares of stock 


$100 


to divide its 
mounts 
iunendment 


less than each. 
will permit a 


bank to give a wider distribution to its 


ock and will enable persons of 
modest means to acquire stock in a 
bank which has a high market value. 


17 amends section 5146 of 
Statutes, as 
(his is rendered necessary by section 
6 which amends section 5139. 
the old 


ank having a 


Section 


the Revised amended. 


l Under 
law a director in a national 
capital in excess of 
523,000 was required to own 10 shares 
it the stock, and a director in a bank 
vith a capital less than $25,000 was 


equired to own 5 shares of stock. 


M.F OU 
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Section 17 does not change the effect 
of the old law, but as the capital stock 
of national banks may be issued now 
less than $100 a 


still required to 


with a par value of 


directors are 
own stock of an 


ageregate value of 


$1,000 in a bank with a capital of over 





O and $500 in a bank with a cap- 
ital of less than $25,000, as provided 
in tl Ic 


Ole 


law. 
provides that Federal re- 


1 


section 18 


serve banks shall have succession until 


] ] | 


dissolved by an act of Congress or 


charters are forfeited by a 


l-ederal lteserve 
its discretion to 
close any branch of a Federal Reserve 
Phe lederal Reserve Board has 
to establish such branches, 
is no good reason why they 
have the power to terminate 
found to 
continuance 


existence if they are 


e unprofitable or their 


undesirable. 
a 
I] 


Phe benefit that national banks wi 


s legislation, stated in 
power to compete 
State banks and to 


derive from thi 


Fenn ral 


terms, is the 
for business with 
furnish under one roof and one man- 
agement the various kinds of banking 
service which the public demands. 
1 advantages stated 
power to consolidate 
) State bank. 

Second, the power to exercise their 

charter rights 


directly with a 


for indeterminate 


an 


period, so that they will not have to 
apply to the Comptroller of the Cur- 


rency or await an act of Congress to 
have their charters renewed. 

Third, the power to buy, hold and 
sell are investment 
curities such as notes 
debentures. 


what termed se- 


and 


be ymnds, 














fourth, the 


deposit 


power to carry 
their 


premises through the organization of 


on a 


safe business on own 
a separate corporation, the stock of 
held bv the bank to the 
rs 4 of its capital 
and surplus. 


which can be 


extent of er cent 


Fifth, the power to buy a piece of 


real estate for future improvement and 


extension of its business without being 


compelled to build on it at once 
Sixth, the power to increase its cap- 
ital stock by the declaration of a stock 


dividend. 
Seventh, the 


Its direct rs 


power to designate one 


in lieu of the president 


to act as chairman of the board. 
Kighth, the power to establish and 
operate branches. 


Ninth, the power to retain in oper- 


ation any branches which may have 
been in lawful operation heretofore. 
Tenth, the retention and operation 


Ot 


any branches which may have been 


in lawful operation by a national bank 
a State bank which consolidates. 
Eleventh, the power to make larger 


loans to one individual, firm or- 


or c 
poration on the security of readily- 
marketable, nonperishable staples. 


Twelfth, the power to make loans 
for a period of 5 years on the se- 
curity of improved real estate located 


ie Federal Reserve District or 
within a radius of 100 miles of the 
place in which the bank is located ir- 


*41 1 
within ti 


respective of district lines. 
Thirteenth, the power to establish 
and operate savings departments. 
Fourteenth, the power to issue cap- 
ital stock with a par value of less than 
$100 a which will na- 
tional banks to give a wider distribu- 


share enable 
tion to their stock and permit persons 
of modest to 
holders in strong, well-managed banks, 


means become stock- 


LRB.SF M.J OURN 
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the stock of which is selling at a rela- 
tively high price. 

With the exception of establishing 
branches, which limited by the law 
to cities with a population of 25,000 
inhabitants, 


are 


there is no reason why all 
national banks, including banks in the 
smaller cities, towns and villages other- 
should 
find the opportunity in the in- 


wise known as country banks, 
not 
creased powers that have been given 
them to expand their and 
render a very much greater variety of 


business 


service to their customers than they 


have been permitted to give hereto- 
fore. 
Notes 
\ considerable number of the mem- 


bers of the New York Office staff, to- 
eether with three members of the firm, 
the Thirtieth Anniversary 
Dinner of the New York State Society 


attended 


oft Certified Public Accountants, held 
at Hotel Waldorf-Astoria, April 25 
1927. Colonel Montgomery was one 
of the speakers and emphasized the 1m- 


portance of not being content with suc- 
cess already gained if further progress 
was to be made by our profession. 

P. A. certificate 
has recently been granted to Mr. W. S. 
Gee, Mr. H Mr. 
R.. B: the York 


Office. 


The New Jersey C 


oward and 


New 


Hamilton 


Tomlins of 


The April 20, 1927 bulletin of the 
\merican Society of Certified Public 
Accountants contains a letter from Mr. 
Walter A. Staub addressed to certified 
public accountants asking for sugges- 
tions for the simplification of the fed- 
eral system of internal revenue taxes 
to be submitted to the Joint Congres- 
sional Committee. 














—% 








» We once had an engagement where, 
often 
lishonest 


is 1s there is a 
institution, 
there was something in the atmosphere 
might 
Profits ap- 


the case when 


person in an 


feel that we 
ind something irregular. 
peared to be fairly normal for the cap- 


which made us all 


ital employed and every precaution was 
the assets and lia- 
ultimately 
proved they were found to be in agree 


~ 


taken in verifying 


bilities, though as was 


ment with the general ledger and in 
omparatively good order. 

In this bank the tellers had ready 
the 
ledgers 


le lgers, 
and other 
however, 


access to many of 


the loan 


es- 
Pec lally 
loan These 
kept by other clerks. 
\s is unfortunately so often the case 
bank audits, our fee was limited and 


records. were, 


i! 


we were not expected to make any 
extensive tests of the income and ex- 
penses. After a somewhat exhaustive 
test of the collection of interest on 
loans, we were unable to account for 
the collection of five items. 
rhe records of collections were kept 
on the backs of the notes and 
to due dates but not as to 
collection dates. The receipts of in- 
individually in the 
ash book but without names. Having 


four or 


were 
dated as 
terest appeared 
is yet nothing conclusive upon which 
to work, it appeared inadvisable to 
nake a more extensive check and un- 
ver more items unaccounted for but 
rt satisfactorily explained. 

\s we suspected from our observa- 
ions and as was proved by subsequent 
nothing would 


have been 


forts, 
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ers of the 


PHILADELPHIA OFFICE STAFF 


gained by trying to matters 
with the tellers without positive proof. 
After a through the 


scratchers of the davs about which the 


press 


careful search 
interest on one of the larger loans be- 
found in the settlement 
bank an item exactly 
equal to the amount of interest due. 
\s the the other 
were close to those of the institution 
we were examining, we obtained per- 


came due, we 
with another 


relations in bank 


mission to make inquiries of the other 
found that on the date of 
the settlement in question there had 


bank and 


been charged against the account of 
the borrower in our institution the 
check for which we were looking. 


With this information we approached 
the president of the trust company and 
the employee responsible was ques- 
tioned. He denied any irregularity, 
but we were able to prove otherwise 
as to the item and as to other items 
also. \We were thereupon given free 
rein and instructed to go as far as was 
necessary to determine the full amount 
of the losses. It was found that the 
teller had been involved in similar ir- 
regularities during five years of the 
period in which he had occupied the 
position. 

Many notes having been paid off, 
the record of collections was entirely 
gone except what might exist in the 
cash book. Such note records as were 
kept were not complete, the payment 
of loans, as is often the case, being 
recorded by the crossing out of the 
item on the loan ledger. It was, there- 


fore, necessary to prepare a loan ledger 











own from the cash book, in 
4 1 


names Ot porrowers were 


both loans and 


shown in the case 


collections from this we 


accounted for the collection of in- 
terest in the cash book, where it had 


not been improperly withheld, and 
made certain that we had exhausted 
every collection of interest in the cash 
when the list of 


shown him stated that we 


hook. he teller 


iwems Was 


had probably not looked on the right 
dates, but when we stated that we had 
all receipts in the cash book, 
interest 


he admitted that all unac 


counted for as shown by our schedules 
must have been received by someone. 
It was later necessary to prove also to 
nding company that our method 
permitted no question of the definite 


} 


ness of the | roof. 


Operating a Bank Under a Run 


In one case a dishonest cashier had 


ie upper hand over his directors 


through having made many of them 
loans for the purchase of truckloads 
of liquor, ete. (this was since January, 
1920), but was under the suspicion of 


one Of the more ¢ 
14 


urageous of them. 
soon became evident that the cashier 
had made embezzlements in connec- 
tion with purchases, sales and ex- 
changes of securities. 


Under the circumstances, it was 


necessary to obtain most positive 

proof and this was finally done. The 

directors were fully informed and per- 
; 


by the more courageous to take 
action. We learned that the cashier 


suaded 


had in the past threatened to create a 
run if he should be removed, and as 
he fully controlled most of the few 
employees and had been in close touch 


with the depositors, his threat was not 


to be ignored. Continuing our audit, 


] 


we set about learning as much as pos- 


sible concerning the securities, loans 
and other assets and when the time 
was ripe, the cashier and most of the 
clerks were ousted, and experienced 
men from our statf took the cages and 
much of the other work. Phe run 
materialized and was furious for two 
days, not subsiding entirely until the 
fourth day. If we had not 


familiar with the 


been thor- 
oughly loans, we 
would never have been able to weather 
the storm, for the money borrowed on 
the none too liquid securities was ex 
hausted on the first day ldad we not 
had fi 


rst-hand knowledge of the value 


ot the paper, we should never have 


had courage to take excessive pains 
identifving signatures, to stand at the 
tellers’ windows with but a few thou- 
sand dollars in the till and scattered 
about the desks, waiting for the return 
of a director who had gone where he 
hoped certain paper could be redis- 
counted. It was also necessary to con- 
vince three large depositors otf the 
soundness of the position of the bank, 
for had any one of them at certain crit 
ical times demanded his money, the 
doors would have been 


closed. We had 


representative of the State banking de 


forthwith 
arranged to have a 


partment present in this unusual case 
of our operating a bank. 

The cashier had a bad reputation 
among banks and it was impossible 
to get bank clerks to the institution 
because of fear by their associates of 
involvement, and when the banking 
department heard through us of the 
predicament of the directors they 
urged that it was our duty to handle 
the situation even though it was far 
removed from our usual, even though 
varied, duties as public accountants. 
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ie work of res- 


\Ve 


oration 


afterwards had tl 


the 


1 
] 
| 


and institution of better 


nethods of purchasing of securities 
the poor 


held. It 


when deposits 


nd the gradual conversion of 


securities already 


ss of 


was not for two months, 


had recovered approximately 05 per 
ent from the low, that competent bank 


issistants could be obtained from othet 


nstitutions. 


Some Points in Audit Procedure 


Pecuhar methods have been em 


loved by bank employees and officials 
to cover shortages, and a few of them 
ire touched upon in order to point out 
that should be 


ountant. 


ome things euarded 


Calnst bv the acc 
verification of the clearings, 


sent to local banks 


In the 

items for daily 
ettlement and collection, and the daily 
sent 


are should he 


banks, 
the 


the clearings and 


etters to correspondent 
taken to scrutinize 
hecks contained in 


etters 


for anv checks drawn to or by 
mplovees of the bank under audit. 


Cases have developed where tellers, in 


rder to cover a shortage of cash, in- 


ude in the day’s clearings their own 


heck on another bank in which they 
lave a small amount of funds, but not 
sufficient to meet the check. By the 


next day, from the bank’s funds, a de 
posit in cash is made to make the check 


rood, being part of the same cash 
minted and released to them by the 
iuditors the afternoon before. \s 


arings do not reach member banks, 
ay, before 11 A. M. of the next day, 
t renders this method somewhat easy 
1 employment. 

\lso, charges to the depositors’ ac- 
unts for the day should be exam- 
ned for large amounts and their gen- 
luneness ascertained, 


the practice to have 
the bookkeepers run the trial balances 
and then 
have the tapes verified bv the auditors. 
Of c 


It is frequently 


ot the depositors’ ledgers 


saves time and is a 
the Then 


accounts are often 


ourse, this 


partial check on ledger. 
wain the depositors’ 
contirmed direct by the auditor, which 


uncovers any discrepancy between the 
the 
method, it is 
the trial 
ledger as first men- 


depositors’ 


records \ safer 


records and bank’s 
be- 
lieved, is to verify balance 
of the depositors’ 
then, before the examina- 


for the 


1 ] 
tioned and 


tion of the bank is completed, 
examiners to unexpectedly run the trial 


balances themselves some day without 


notice to anyone. It is easv for a book- 
keeper, where loose leaf or card 
accounts are kept, to abstract a de- 
positor’s card or ledger sheet and re- 
place it after the proof is taken. But 
by unexpectedly running the deposi- 
tors’ ledger again he may not have 


time to abstract the sheet a second 
time. 

Care should be taken to see that any 
deposit accounts of officers or clerks 
are investigated, and in particular the 
individual 


should be 


accounts ot clerks in the 


4 
bookkeeping department 


looked into ¥Very closely. A book- 
keeper, whose account 1s posted by 


himself,, would have no difficulty in 
posting others’ deposits to his account 
or his checks to other accounts so as 
to cover up an overdraft in his own 

This applies generally to all 
banks, as practically all city 
forbid the carrying of em- 
ployees’ accounts, although there are 
still a few city banks which permit it. 
The should be rotated 
periodically from one ledger to 


account. 
country 
banks 


bookkeepers 
an- 
other. 

A schedule of the overdrafts in de- 
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positors’ accounts should be 


prepared 


when verifying the trial balances of 
the ledger The schedule should be 
compared with the list prepared by the 
| submitted to the 
officers. In the smaller banks, 


wokkeepers and 
book- 
without authority, 
overdrafts of their friends and 


keepers sometimes, 
curee 
do not report them to officers. 

It is quite essential to have under 
the examiners’ control all the securi- 
ties from the inception of the exam- 
ination so that a discrepancy in a 
certain security may not be covered up 
by the submission a second time of 
like securities already counted. There 


fore, all boxes, compartments, sates, 
located at the outset 
and contents of each in turn examined 


until all are seen, the check being not 


Cre... should be 


from the records to the securities but 
from the securities to the records or 
lists thereof. Concurrently a record 
must be kept of any additions, with- 
drawals cr substitutions, showing the 
time and the name of the person re- 
ceiving or delivering and the reasons 
therefor. 

\ll items out for exchange, transfer, 
due from brokers or others, either of 
collateral, safekeeping or owned by 
the bank should be confirmed by cor- 
respondence or by other independent 
means, and not depend on their coming 
to hand and being submitted for exam- 
Such submis- 
readily enough be pro- 


ination at a later day. 
sions might 
cured from those already counted. 

\ possible source of trouble in the 
loan department is the inclusion, ir- 
fictitious loans among 
the assets. All note files should be 


regularly, of 


sealed or under control, leaving only 
the day’s notes or those on hand as 


overdue in current possession of the 
bank’s staff. Past due notes should 


be reviewed with a senior officer as 
well as with the one in charge of loans, 
and the new loans just made com- 
pared with current records and their 
totals traced into the gveneral ledger. 


If possible, should be 


obtained to confirm by correspondence 


with the borrowers a certain number 


permission 


of items of the discounted and unse 
cured paper, as it is not practical to 
satisfactorily establish its genuineness 
in any other way. 

Most audit programs call for con- 
firmation of secured loans by cor 
respondence, covering both the notes 
and the accompanying collateral. In 
this connection, it is well to examine 
into collateral loans paid off on the 
date ot the examination, which should 
be regularly confirmed as of the day 
before with explanation on the state- 
ment as to date of payment and col- 
lateral delivered. Instances are known 
in which surplus collateral pledged 
with loans has been improperly “bor- 
rowed,” and, to cover up the “bor- 
rowings” the remaining collateral has 
been used to raise funds to retire the 
loan affected and thus remove it from 
among the items to be confirmed and 
in that way prevent discovery. 

At the beginning of an audit, lists 
should be made of the last drafts, 
cashiers’ checks, ete., currently issued. 
These should be traced into the ac- 
counting records and later on their 
validity established by examination of 
the paid and cancelled items them- 
selves. 

The method of internal check on in- 
come receivable should be investigated. 
Some bankers are under the mistaken 
idea that the carrying of income and 
expense accounts on an accrual basis 
insures them against loss caused by 
misappropriation of income. 





So | ne 
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is the daily accrual figures are made 
up by the person collecting income, 
figures are not verified by 
another, there is no internal check. 
Nearly all the larger banks have audit- 
ing departments which are responsible 
for the verification of the receipt ot 
all income. Substantial tests should 
be made of the collection of income 
when there is no real internal check. 
The matter of crediting interest to 
depositors’ accounts in practically all 
but the large city banks is left in the 
hands of bookkeepers and is often a 
source of trouble. <A test of the cor- 
rectness of the interest charges on the 
reneral books for interest on depos- 
itors’ balances should be made by com- 
paring the interest credited to a por- 
tion of the depositors’ accounts with 
the interest proof, watching to see that 
the interest credited is in the proper 
proportion to the balance carried. The 
footings of the interest proof which 
Was compared with the depositors’ ac- 
counts should be verified, and all 
interest proofs summarized and com- 
pared with the general ledger charge. 
lf a settlement department is main- 
tained, then the method of juggling the 
depositors’ accounts becomes harder to 
manipulate as the checks and deposit 
slips pass through many hands before 
they are received by the bookkeepers. 
\s is generally known, the Federal 
and State bank examiners do not have 
time in the course of their examina- 
tion to verify income and expenses. 
Numerous cases have come to light 
where income has been misappro- 
priated and only careful checking dis- 
losed such practices. While not large 
it any one time, it extended over a 
period of years, and in the aggregate 
mounted to a considerable sum. 
There are to-day in use in various 


large institutions systems which make 
it practically impossible for an em- 
No sys- 
tem, however, will prevent an employee 
from picking up a bundle of cash and 
walking out of the bank with it. The 
internal audit and separate control of 


plovee to cover up shortages. 


each department are perhaps the best 
safeguards for a bank. These sys- 


tems could only be manipulated in the 
remote contingency of three or more 
persons acting in collusion. This is 
difficult, as they are necessarily occu- 
pied in different departments. 

Trust departments especially should 
have up-to-date systems, as the bank 
is acting in a fiduciary capacity and its 
best advertisement is its past record 
for safeguarding the trusts put in its 
hands. These systems are generally 
installed after the bank has had the 
misfortune to have an employee em- 
After 
such a system was installed in a large 


bezzle some of its trust funds. 


institution, the officer who was in 
charge of the trusts remarked, “Now 
[ can sleep all night without worrying 
whether all the funds are in the bank.” 

It is often the case that the auditor 
is limited in his time in making an 
examination of a bank, as bankers are 
interested in keeping the fee as small 
as possible; although by allowing the 
auditor .to make a complete examina- 
tion, he may uncover numerous dis- 
crepancies and practices which in the 
end would pay his fee many times. An 
example, where the auditor was not 
limited as to fee, was a case where 
upon completion of the examination 
occasion was taken to examine copies 
of the Federal income tax returns 
filed. In so doing it was discovered 
that the bank had not claimed as a 
deduction a loss disallowed by the 
Treasury Department in a prior year, 
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but determined to have been sustained 


in a later year. An amended return 


ind claim for refund were prepared 
and filed and all but about $100 of the 
umount of the audit fee was recovered 
in overpaid taxes. 

Similar cases are on record and it 
the banks would allow auditors more 
time for a complete examination and 
tL survey of the accounting methods 
emploved, it no doubt would work to 
the bank’s benefit in the end. 


1" 


litle departments often have anti- 


quated systems in which shortages, ete., 
ire found. Unless proper svstems are 
o that thev afford easy verifica 
tion by the bank examiners, the de- 
often passed by 


Where 


been examined 


partments are very 


in the course of the audit. 
these departments have 
in detail, material discrepancies have 
been uncovered 


sometimes which a 


proper svstem would have exposed 


Lutomatically. 


Fundamentals of Title Department 
System 
lhe average title company does not 
feel the need of an elaborate system 
of accounts to record its various trans- 
actions because most of its business is 
on acash basis and theoretically should 
be cleared on the records at one time. 
Unfortunately, it seems that most of 
the smaller companies try to see with 
how few records they can get along. 
In time, this viewpoint is almost cer- 
tain to cause actual loss to the bank, 
as the details of various uncompleted 
settlements become buried under new 
business and the accounts can very 


easily be manipulated or items of in- 


1 


come be lost sight of. 
Krom an accounting standpoint, the 
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records necessary in the average title 


company are: 


1. General ledger 

2. General Cash Book. 
3. Settlement ledger 
+. Settlement Cash Book 
5. Recording Cash Book. 

Phe general ledger and general cash 
hook are to record the transactions in 
connection with the general operation 
of the title department and are in thi 
books ordinarily used 
\s most title com- 
pames are operated as departments of 


same form as the 
n most businesses. 
trust companies, the general cash book 
uurnal and in place 
of cash account, an inter-departmental 
account is used. 

The Settlement Cash Book should 
be a standard form bound book, but 
with an extra column to record the 
numbers of the applications to which 
each entry applies. In recording the 
receipts it is desirable to enter full 
details in connection therewith, 1.e., ap- 
plication number, name of applicant 
and name of person or persons from 
whom the money was received. This 
information should also be posted to 
the various accounts in the Settlement 
Ledger. 

All disbursements are entered in the 
Settlement Cash Book from the checks 
which have been issued by the settle- 
ment clerk. These settlement checks 
signatures > 


t to require three 
vy the settlement clerk, second, 


are ap 
first, | 
by the bookkeeper only after the check 
is entered in the Cash Book, and third, 
by an othcer of the bank. In posting 
from the Cash Book to the Settlement 
Ledger, it is preferable that the names 
of the various payees be posted, as well 
as the check numbers and amounts. 














he 


: A 
mse teal 


Settlement Ledger 
standard 
tails should 


ruled form. 


connection 


( appear in 
i : : ‘ 
| vith all entries so that it would not 
| necessary to refer to any other 
| ecord in examining the account of 
| yopoar lar set lement Phe vari 

nv particular settlement. he various 


ettlements should be arranged in nu- 


number 


rical order according to the 


application. 


at the dat 


The Reeording Cash Book is used 


ssigned 


ol recording the fees deducted in th 


arious settlements for having docu 
ments entered it the “Recorder of 
Deeds” office at the county seat. 


some counties, recording fees must 


be paid to the Recorder when the 
hie: 


ocuments are left at his office to 


e ente red ot re cord. 
‘ (aS: Bares 
ies the Recordet 


monthly covering his charges for doc 


uments left in his possession for 
a = , 

recording. During a settlement, how- 

ever, the settlement clerk usually esti- 


at the recording fee will be, 


draws a check for that 


mount of the order of “‘Recording. 


then entered as a re 


( heck 1s 


eipt in the Recording Cash ook. 
ie Only disbursements from the Ke 
rding account should be to the Re 
order of Deeds and the transfer of 
if this 


Income” 


the profits, if any in account to 


*\liscellaneous account on 
edger. 


the Title Department General | 


luditing: The general points to 


auditing a title depart- 


ment, aside from the verification of the 


he covered in 


balance sheet accounts, are as follows: 


1. Compare settlement statements 


as prepared by settlement clerk ) 
with Settlement Ledger. At the 
same time, note charges against 
Grantee and Grantor for title de- 


partment fees. 
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ment 


income of. title depart- 
settlement 


trom 


tatements. 


3. Investigate all items in analvsis 
of income: 


a) Verify 


a ’ 
COraimng 


transters to “Re 


I) Investigate separate rec 
ord in case sheriff sale 
certificates are issued. 


+t. Investigate balances 


in the 


any open 


Settlement |.edger which 
ered as being held for 
pecific purpose. 

5. Ascertain that the 


1 
account 1s no CIN 


Recording 
t used as an 
expense fund or for other pur- 


DOSES 


reneral:  <1ll) funds received for 
settlement should be disbursed at one 


1 


time. This rule should he positive and 


there should be no exceptions. In 
case the evrantee requests a certain 


withheld pending com- 
the 


transferred to a sep- 


pletion of work, taxes unpaid, etc.., 
amount should be 
be used only 


arate account which would 
for that 


purpose. 


Judgment should be exercised as to 


the extent and volume or detail the au- 


ditor should cover in his work: tests 


in many cases might be sufficient. 


Safekeeping Securities 
\n important feature in connection 
with an examination of a bank or trust 
company is to account properly for the 
7 
i 


securities left with the bank for safe- 


keeping. In larger banks safekeeping 
securities are well handled, but in the 
smaller institutions enough importance 
is not placed on the conduct of this 
branch otf the bank’s business. 

During a recent examination of a 


small bank, it was discovered that, in 
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addition to notes and collateral kept 
in the loan cage during business hours, 
the teller had a package on his desk 
which contained about twenty coupon 
bonds ($1,000 denomination) as well 
as other miscellaneous securities. 
\When asked to whom these securities 
belonged, the teller replied that they 
represented part of the securities left 
by customers for safekeeping or se- 
curities purchased for customers and 
awaiting delivery. It was ascertained 
that the bank had no record whatever 
of the receipt of these securities and 
furthermore it developed that the bank 
had no delivery receipt for securities 
previously purchased and delivered to 
customers. 

It will be seen that this is a serious 
condition when it is realized that it 
would be easy for the bank’s emplovees 
temporarily or perhaps permanently to 
apply some of these securities to their 
own use without fear of detection, as 
the bank would have no records to 
rely on with respect to the securities 
so loosely held. 

Some of the smaller banks have card 
or loose leaf ledgers purporting to be 
a record of all securities held by them 
The cards or sheets 
are not numbered and in some cases re- 


for safekeeping. 


ceipts are not given for securities de- 
From an 
accounting standpoint, when this con- 
dition exists there is a big question 


posited for this purpose. 


whether an auditor can satisfy himself 
as to the accounting for all securities 
even the 
confirmations from the 
owners of safekeeping securities will 


deposited for safekeeping. 
securing of 


not meet all of the requirements for 
the reason that the auditor is not cer- 
tain that one or more ledger accounts 
had not been withdrawn by the clerk 
before the commencement of the audit. 





The following procedure is recom- 
mended for the proper recording and 
handling ot safekeeping securities : 

The institution of deposit should 
make an iron clad rule that every docu- 
ment of value left with it for sate- 
keeping should be accepted in exchange 
for a receipt describing in full the item 
or items deposited, and it should be 
dated and signed by a properly au- 
The receipts should 


thorized person. 
be in duplicate, numbered in consecu- 
tive order and should be bound in pads 
of 50 or 100 to a pad. 


| The original 
of the receipt should be detached from 
the stub and delivered to the depositor, 
while the duplicate copy should re- 
main in the pad as part of the bank’s 
record. \ loose leat ledger should 
be kept and an account opened for each 
depositor ot securities. 
The account of the depositor should 
show the name, address, dates of de- 


safekeeping 


posits, number shown on receipts given 
for deposits, details of items of de- 
posit and spaces for signatures of the 
owner when the safekeeping items are 
withdrawn from deposit, together with 
dates of withdrawal and signature of 
witness of owner’s signature. It would 
be advisable to have a bank employee 
other than the one handling these se- 
curities to witness the owner’s signa- 
ture at time of withdrawal. If a 
receipt for a deposit covered more than 
one item, and subsequently only one 
of the items was withdrawn at one 
time, the owner should temporarily re- 
turn the receipt to the bank so that it 
could be noted thereon that one of 
the items listed had been returned to 
the owner. When all items called for 
by the receipt had been delivered to 
the depositor, the receipt should be 
lifted by the bank, marked with the 


(Concluded on page 32) 





oo 




















a a 








“There has been a_ fundamental 


hange during the past ten years in 
the general atmosphere under which 
business 1s carried on. Busi- 
o be conducted in an atmos- 
phere of fear—fear of financial strin- 
encies and currency panics. Since 
the establishment of the Reserve Sys- 
tem business is conducted in an atmos- 
phere of confidence.” 
Che foregoing statement by Leonard 
P. Avres, Vice-President of the Cleve- 
Trust Company, gives some idea 
] + 


the significance, not only bankers 


but to all business men, of the accom- 


plishments of the Federal Reserve Sys- 


tem during the comparatively few vears 


f its existence. However, one might 


have difficulty in appreciating the value 


of the services now being rendered 
1 oe c 1 . 
the Iederal Reserve Banks with- 


‘ ae . ‘2 . 
some knowledge ol the defects in 


ur previous banking 


system. 

or fifty vears our banks had been 
yperating under the National Banking 
\ct of 1863, and the defects of that 


vstem were becoming very obvious. 
In the first place the system was de- 
entralized. This means that there was 
» responsible national conservator of 
our money market. Reserves were 
cattered among central reserve citv, 
reserve city, and country banks, and 
there was no organized means for in- 
tersectional aid in times of stress. 
Secondly, the credit structure was ex- 


tremely inelastic inasmuch as the issue 


f bank notes was based upon the par 
1f government bonds and the 
mount outstanding had little or no re- 
lation to the credit needs of the coun- 


1 


alue 
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try. Credit expansion was limited by 
rigid reserve requirements and _ little 
or no opportunity was afforded for re 
discount. The results of this inelas- 


ticity were: large reserves, widely 
interest rates, and at times 
a wide spread between short and long 
term rates. The third difficulty was 
the cumbersomeness of the exchange 
and transfer system. The absence of 
a satisfactory mechanism meant delay 
in settlement of balances between 
anks in different cities, and the lack 
of a rediscount system necessitated 
arge shipments of funds to accom- 


modate the seasonal swing.  [inally, 


the inadequacy of the banking facil- 
federal government were 
often disturbing. Moreover, the de 
positorv banks of the government 
ended to rely upon the Treasury for 
increased deposits in times of stress, 
and it was sometimes claimed that par- 


tiality was shown in administering this 


The panic of 1907 emphasized the 
defects of the old system to such an 
following year Con- 
\ldrich Vreeland Act, 
providing for means of temporary re- 
ief, and the establishment of the 
National Monetary Commission of six- 


eress passed the 


teen members to inquire into and re- 
port on desirable changes in our mone- 
After a thorough study 
itions an elaborate report was 
| in January, 1912, and imme- 
diately organized efforts were made in 


tary svstem. 
ot cond 


1 
renaderes 


Congress to revise our banking laws. 
Interest in banking reform was wide- 
spread and men of influence, both in 

















and out of Congress, gave careful con- 
sideration to the problems involved. 
Thus the culmination of much inves- 
tigation and more discussion was the 
December, 


Federal Reserve Act. of 


1913. 


Organization and History 


In the words of Congress it was, 





\ \ct to p le tor the tablishn 
x ler Reserve Bank 1 s 
irre! » affore ‘ edis 
ting commercial pap » estal a 
m effectiy up s if e in tl 
d State nd te othe p ( 


Pursuant to the act the country was 
divided into twelve districts and Fed- 
eral Reserve Banks were opened in 
New York, 


Richmond, 


Boston, Philadelphia, 
Chi- 


cago, St. Louis, Minneapolis, Kansas 


Cleveland, \tlanta, 


City, Dallas and San Francisco. These 


banks are owned by, and do 
the member banks in the dis- 


business 
with, 
trict, each one of which subscribes to 
stock equal to 6 per cent of its own 
capital. he Reserve Banks now 
have twenty-three branches to serve in 
designated territories. The regional 
nature of our system is unique, and 
was an effort on the part of Congress 
to combine localized public manage- 
with centralized government 
Matters of interest to the 


district only are subject to the control 


agement 
supervision. 


of the Board of Directors of the Re- 


serve Bank. This board is composed 
of nine members; three of whom, ac- 
cording to the provision of the law 
which their election by the 
banks, represent them, 
and three the business interests of the 
community ; while the remaining three, 


governs 
stockholding 


one of whom is selected as chairman 
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of the Board, are appointees of the 
Federal Reserve Board, and represent 
the interests of the country at large. 
Centralized government supervision 
Federal Reserve 
Board, sitting at Washington, and com- 


is embodied in this 


vosed of two ex officio members from 


1 
| 
the Treasury and six others appointed 
] lue regard to 


xy the President with “* 
a fair representation of the financial, 
agricultural, 
cial interests, and 
sions of the 


industrial, and commer 
geographical divi- 
country.” The = chief 
duties of this body are to exercise se 


eral supervision over the operation of 


n- 
the Reserve Banks and in cooperation 
with them formulate the credit policies 
svstem. \ Federal 
\dvisory Council of one member from 


Ol the Reserve 
each Board ot Directors of the twelve 
meets four times a 


Banks, L 
vear with the Federal Reserve Board 


Reserve 
to discuss matters of policy. 

Member banks are required to keep 
all reserves on deposit with their dis- 
trict Reserve Bank. Reserve require- 
ments for time deposits are 3 per cent 
and for demand deposits are 13, 10, and 
7 per cent depending on whether the 
bank is located in a central reserve 
city, a reserve city, or a smaller city 
Against these reserve de- 
members, the 
Bank itself must keep a reserve of 35 
per cent in lawful money. 
quirements may be suspended, subject 


or town. 
posits of its Reserve 


These re- 


to a graduated tax on the deficiency, 
by the Federal Reserve Board if ex- 
treme conditions make it advisable. 
very member bank has the right 
of rediscounting eligible paper at the 
its district. Notes 
and bills drawn for “agricultural, in- 
dustrial or commercial purposes” come 


Reserve Bank of 


within the category of eligible paper, 
while those drawn for “the purpose 
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if carrying or trading in stocks, bonds 
rr investment securities, except bonds 
notes of the Government of the 


’nited States,” are excluded. The in- 

tiative in rediscounting is of course 

ken by the member banks, but the 

ate at which they must pav tor the 

privilege is set by the directors of the 
) 


everal Reserve Banks, subject to re- 


iew bv the Federal Reserve board. 


(ne of the purposes of the Federal 
Reserve Act was “to furnish an elastic 
urrency,” and this is intimatelv re- 
ited to the rediscounting function as 
will be evident later. 
Rediscounts are 


frequently occa- 


ioned by a demand for currency and 
issue ot 


re thus connected with the 


‘rve notes which become 





he issuing Reserve Banks 


against which they 


must keep a 
1{O per cent gold reserve. These notes 
re ultimately the obligation of the 
“‘nited States Government, and as such 
are treelv accepted, although they are 
not legal tender. 

‘hat the operations of the Federal 
Reserve System are not carried on for 
profit, is evidenced by the fact that 
dividends on stock are limited to 6 per 
ent and earnings above this require- 
ment go into surplus to a_ limited 
above that amount are 
aid to the government as a franchise 


Tax 


mount and 


In a large sense, the services which 
increase in 
direct proportion to its size, and it is, 

gratifying that member 
anks now number nearly 10,000 and 
represent approximately two-thirds of 


t} 


le system can render 


herefore, 


e banking resources of the country. 
Irom 1914 to 1917 might be called 

period of organization development 
vith activities limited to the safe-keep- 
ng of a part of the country’s banking 
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reserves. The discount policy and 
purchase operations in the open market 
were just beginning to secure some de 
eree of control over the money market, 
when we became involved in the Euro- 
pean conflict. War emergencies, while 
imposing their limitations, nevertheless 
acted as centralizing forces, drawing 
more banks into the system, and show- 
ing its potentialities. The Federal Re 


serve Banks were completely and 
wholeheartedly absorbed in the task of 
cooperating with the Treasury in meet- 
ing the problems of war finance, and 
their accomplishments are worthy of 


more specific consideration. 


War Services 


first months of the war and 
during the intervals between bond is- 
sues, funds were raised through the 
short term Treasury cer- 


tificates. he Federal Reserve Banks, 






| 
in establishing an open market for 
these certificates, adopted a policy of 
readiness to buy from dealers 


whenever the market was congested, or 


them 


when, because of the high money rates, 
dealers could not atford to carry them 
in their portfolios. A wider distribu- 
tion of these securities was thus pos- 
sible because the dealers were certain 
of being able to unload if circum- 
stances made it imperative. 

\When the Treasury announced its in- 
terest policy for long term securities, 
became in 
large measure a question of discount 


Federal Reserve support 
rates, for high rates on business loans 
would have made it impossible to sell 
at par the great quantities of low rate 
government bonds. Everyone knows 
how the power of the Federal Reserve 
Banks was used to extend the credit 
to member banks which enabled them 
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to subscribe as they did to all of the 


war loan issues. 
One of the policies adopted early in 


the war by the lfederal Reserve Banks 


was that funds should never be allowed 
to pile up in their vaults or those of 
the Treasury. The payment for Lib- 


erty bonds was primarily a bookkeeping 


matter, with credits being placed at 
the disposal of the Treasury when 
customers made payment for bonds, 


soon to be transferred by the govern- 


ment to the credit of someone from 
whom 


All this 


impossible had not the Federal Reserve 


supplies had been purchased. 


would, of course, have been 


Banks stood in readiness to make ad- 
vances to the member banks whenever 
necessary. 


\nother 


tance was that of extending credit to 


policy of primary impor- 


the government only through member 


anks, and not as direct loans by the 


Reserve Banks. Chey did, however, 


1 1 


buy salable Treasury obligations in the 


thus lending their in- 


ypen market, 
fluence toward rate stability. 


That such a vast amount of Treas- 


ury certificates, Liberty bonds and 
Victory notes were thus placed with a 
minimum of inflation and disorganiza- 
tion of the money market is most 
gratifving, particularly when we real- 


ize the possibilities of inflation pre- 


sented 


by the huge quantity of gold 
which had been pouring into our banks, 


prior to our entrance into the war. 


Fortunately, the Reserve Banks were 


able to draw most of this increased 


gold supply into their vaults in settle- 


ment of the debts of member banks 


] 


and by their judicious management of 


the reserves we were in part saved 


orgies of inflation which 


from the 


proved so disastrous in other countries. 


What might be called the war serv- 
ices of the system did not end with the 
signing of the armistice. The period 
of intense activity immediately tollow- 
ing the war, and the subsequent period 
brought 
regulation, errors 


of business readjustment, 
credit 
in the solution of 
meant serious fluctuations in the price 


problems of 
which would have 
Coming to more recent activ- 
ities, the gold credit of $200,000,000 
at the disposal of the British 


1925 


level. 


placed 
Government in for a 


peri ral 


two year 
ry the Federal Reserve Bank of 
New York was for the purpose of as- 
sisting Great Britain in her return to 
the gold standard and the elimination 
ot one of the uncertainties of interna- 
tional trade. 
The regular banking transactions 
carried on for the government by the 


col- 


revenues, 


Reserve Banks (such as, 
other 
redemption of 

coupons, 


Federal 
lection of taxes and 
certificates 

and 
the transfer of funds, etc.) require a 


sale and 
and notes, payment of 
turnover of funds in excess of half a 
billion dollars a month. Nuine-tenths 
of this work, employing about 750 men 
neighborhood of 
without 


and costing in the 


$650,000 vearlvy, is done 


charge. 
Relations to Banking To-day 


The American Bankers Association 
Journal during the latter half of 1925 
and the early months of 1926, carried 
a series of articles on various aspects 
of the Federal Reserve System by Dr. 
\W. Randolph Burgess, Assistant Fed- 
eral Agent of the Federal 
Reserve Bank of New York. They are 
extremely interesting, as well as in- 
structive, and the following four sec- 


Reserve 


tions are in a large measure digests of 





































those dealing with the relation of the 
vstem to the banking world. 

cre ased Use of Che cks: 

Prior to the establishment of the ed- 
eral Reserve System there was great 
lifficulty in the collecting of checks 
vetween banks in different cities. [ach 
bank had to make special arrangements 
with banks in other centers, and the 
which ensued made 
check collection an expensive, uncer- 
tain and 


complications 


relatively slow operation. 


Banks lost the use ¢ 


f funds in process 
of collection and consequently made 
a “collection charge” for such service. 
In the payment of their own checks, 
banks were at the expense of maintain- 
ing balances in distant centers and 
“exchange deducted 
from the face value of the check. The 


charges” were 


etforts to avoid those exchange charges 
led to the indirect routing of checks 
through cities where correspondents 
by special arrangements would make 
collection without charge. Naturally, 
uch procedure delayed settlements, 
thereby increasing not only the interest 
expense, but risk of non-collection. 
The longer the period of settlement 
he greater was the opportunity for 
verdrait on the part of drawer and 
for failure of one of the banks han- 
dling the check. 

With the institution of the Federal 
Reserve System, member banks had at 
their disposal a mechanism for the na- 
tion-wide collection of checks, serving 


the banks of the entire country in 
much the same manner as the clearing 
house does the banks of a city. The 
reserve deposits of the member banks 
ire charged for collections made 
against them and credited for collec- 
ions made on their behalf. For col- 


lections of checks between districts 
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the operation is equally simple and is 
accomplished through the Gold Set- 
tlement Fund. Each Federal Reserve 
Bank is required to keep a gold credit 
on the books of the Treasurer of the 
United States equal to 5 per cent of its 
deposits. This fund is under the su- 
pervision of the I ederal Reserve 
Board and settlements between Re- 
serve Banks are made daily, upon tele- 
graphic advice, by bookkeeping entries 
adjusting the proportion of the fund 
owned by each of the Reserve Banks. 
The existence of this collection system 
has eliminated the necessity for ex- 
change charges, and the Federal Re- 
Banks can accept and collect 


serve 
checks payable at par without exchange 
deduction. 

The time required for collection of 
out-of-town checks has been cut in 
half. This saving of time has been ac- 
complished by the Federal 
System in three principal ways: 


Reserve 


(1) Systematic handling. 

(2) Telegraphic settlements between 
the Reserve Banks. 

(3) Elimination of the indirect rout- 
ing which formally prevailed to. 


escape exchange charges. 


Money is saved for banks and busi- 
ness men in the following ways: 


(1) Reduction in the number of times 
checks have to be handled. 

2) Handling large numbers of checks 
by quantity methods. 

(3) Reduction in amount of currency 
shipments. 

(4) Reduction in number of out-of- 
town drafts. 

(5) Reduction in interbank balances 
for collection purposes. 

(6) Reduction in accounting costs. 
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(7) Absorption by Reserve Banks 
ot costs of check handling and 


currency shipment S. 


Millions of dollars yearly are thus 
saved for banks and their depositors. 
Perhaps the greatest beneficiary is the 
country bank which can now offer its 
customers checking facilities equal to 
those of city institutions. 

Because of these operations of the 
Federal System, the  ac- 
ceptability of checks has increased until 
at present more than 2,000,000 having 


Reserve 


a face value of approximately $600,- 
000,000 are cleared daily through its 


banks. 


Influence for Steadier Interest Rates: 


To the business man at the bank try- 
ing to borrow money there is often an- 
other factor beside the rate of interest 
If he 
can get the money, will his banker give 


which is of primary importance. 
him assurance of future accommoda- 
tion? To the banker it is the under- 
lying credit conditions which are im- 
[fe must maintain his volume 
of deposits, and keep his funds steadily 
employed. Therefore, to both of them 


the stability of interest rates is an im- 


portant. 


portant factor. 

Interest rates in the long run are 
and de- 
The country’s ac- 
cumulation of capital is in no way con- 


determined by the supply of, 
mand for, capital. 


trolled by the Federal Reserve System, 
but its influence is in the field of short 
term credit. Insofar as the Reserve 
reduce the factor of uncer- 
tainty in the supply of this credit, they 


Banks can 


tend in the long run to lower interest 


rates, but what is more important they 


have a steadying influence on tem- 


porary fluctuations and the differences 


between rates in various markets. The 


BE M.S OURN AL 


market 
shows little change since the inaugura- 


average level of open rates 
tion of the Federal Reserve System, 
although commercial paper rates show 
a tendency to be lower and rates on 
stock exchange loans a trifle higher. 
However, the steadying influence of 
the Reserve System can be observed 
in several of its operations. 

In the first place, the spread of one- 
half to one per cent which formerly 
existed between long and short term 
maturities of 
almost disappeared. 


commercial paper, has 
Two explanations 
may be otfered. Great care was for- 
merly required by banks in the dating 
of loans so that they would at all times 
be ready to meet not only their regu- 
lar obligations but unexpected demands 
without depleting their reserves. To- 
day member banks can secure aid from 
the Reserve Bank in the form of direct 
rediscounting, and the sale of 
bankers’ 


loans, 
acceptances or government 
certificates of indebtedness, so that the 
problem of adjusting reserves is now 
Another 
explanation is that the dangers formerly 
attaching to loans for as long a period 
little 
ereater than those in connection with 
loans maturing in two or three months, 
so that maturities of four to six months 
are frequently quoted at the same rates 
as those of sixty to ninety days. 


a comparatively simple one. 


as six months are now very 


find a re- 
duction in the spread between interest 
rates in cities of the West and East. 
Circumstances have existed where rates 
in the middle West were as high as 8 
per cent, when there was more than 
enough money available in the New 
York market at 2 per cent. Such con- 
ditions prevailed because of the diffi- 
culties in the way of a free flow of 
funds from one part of the country to 


In the second place, we 
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nother, ultimately requiring the ex- 
‘use of shipping currency, and usually 
esulting in a premium or discount on 
New York funds in Western centers. 
he mechanism now offered for inter 
listrict transfers of funds, explained 
n the section on the increased use of 
checks, gives some idea of how this 
barrier has been broken down.  AI- 
though access to the New York money 
market is easier, banks now feel less 


ependent upon it for reserve adjust- 
ments, and the markets in Chicago and 
other centers are growing in impor- 
tance. Differences in rates still exist 
but they are due in large measure to 
real differences in the risks that must 
be taken by the Western banker and 
the increased cost of administration. 
\t the same time rates in many of the 
financial centers are almost on a par 
with those in New York, and banks 
ire enabled to render service more rea- 
sonably and effectively. 

Thirdly, the 
fluctuations in interest rates 


seasonal 
further 
manifests the stabilizing influence of 


decrease in 


the Federal Reserve System. Many 


industries are by nature highly sea- 
onal, and formerly, movements in the 
nterest rate reflected almost directly 
the changes in their activity. The 
lowness of the early months of the 


ear resulted in easy money; spring 


trade and planting of crops brought 
the rates up, only to fall during the 
summer slack; autumn trade and har- 
esting carried rates to a peak almost 
maintained by the holiday currency 
lemands. The credit elasticity pro- 
ided for in the Federal Reserve Sys- 
tem has practically eliminated these 
easonal variations in interest rates. 
‘unds not required in the slacker pe- 
iods are used by banks to pay their 
indebtedness to Reserve Banks instead 


a/ 


When 


demands for funds are heavy the Re- 


of being thrown on the market. 


serve banks give assistance through 


loans, rediscounting, or the buying of 
acceptances, and there is very little re- 
striction of credit. Business men are 
no longer subject to fluctuating interest 
rates, and bankers can operate with 
a narrower margin of working re- 
serves. 

violent 
fluctuations in the interest rates since 
the inauguration of the Federal Re- 
serve System and it may be assumed 


Finally, we have had no 


that panic rates are a thing of the 


past. The degree of elasticity which 
it provides for under proper manage- 
ment seems to guarantee, as fully as is 
possible, that abnormal movements in 
interest rates will never again upset 
business. Since 1922 there have been 
years of tremendous gold movements 
and considerable business activity and 
during all of them rates have been 
remarkably stable. 


Development of Market for Bankers’ 


establish a discount 
market similar to that existing in Eng- 
land was one feature common to all 


\ desire to 


proposals for banking reform made 
during the drafting of the Federal Re- 
serve Act. It was therefore natural 
that the Act should authorize banks 
to accept drafts drawn upon them, and 
should make such bankers’ acceptances 
eligible for purchase by the Reserve 
Banks, thus laying the foundation for 
an American discount market. 

The number and variety of bills 
drawn has increased tremendously, and 
the market has kept pace with this 
expansion. Although this market has 
existed only about twelve years, the 
volume of business done through it 
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equals that carried on through the com- 
mercial paper market which has been 
established for over fifty vears. This 
wide expansion of our market, coupled 
with a decrease in the London market, 
due to the increasing amount of trans- 
actions in dollars, places our bill mar- 
ket in a position of real importance 
among the markets of the world. 

The bill market is used largely to 
finance the storage and movement of 
foodstutfs and raw materials with 


particular reference to foreign trade, 


while the commercial paper market 
serves chiefly in domestic manufacture 
and trade. As a consequence the bill 
market is highly seasonal while that 
for commercial paper is relatively con- 
stant. 
Bankers’ acceptances bear lower 
rates of interest than do the com- 
mercial bills because they are obliga- 
tions of banks and represent specific 
commodities in transit 
whereas commercial bills are secured 


storage or 


only by the general credit of the con- 
them. 


Moreover, funds invested in bankers’ 


cerns issuing or endorsing 
acceptances are more liquid, since the 
Federal Reserve Bank stands in readi- 
ness to buy them either from dealers 
or banks at their current buying rates 
whenever the market becomes con- 
gested. Che Reserve Banks do not, 
however, go into the open market for 
these bills and usually buy them only 
upon request after they have been held 
for some weeks by banks and investors. 

In addition to its other functions, 
the market provides means of securing 
additional credit from Reserve Banks 
in times of money stringency, and is 
thus a further influence making for 
more stable credit conditions. Our 
bill market has proved attractive to 
foreign investors, and our own increas- 
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ing familiarity with these instruments 
has emboldened American investors to 
purchase abroad when rates are low 
here, so that bankers’ bills are devel- 
oping into a mechanism facilitating a 
freer flow of funds between ourselves 
“Furthermore,” 
quoting from Dr. Burgess, “the use 


and foreign countries. 


of dollar bills in financing trade with 
all nations has built up a market for 
dollar exchange in all foreign centers 
and has vastly increased the contacts 
between our own and foreign banks.”’ 


Relation to the New York 


Vark« Ss 


VW 
| par 
Loney 


The New York money market has 
pulse of the credit 
needs of the nation for it is comprised 


always been the 


of funds seeking temporary employ- 
ment from all parts of the country. 
Recently a considerable quantity of 
foreign funds have found employment 
in this market and to some extent it 
now reflects foreign conditions also. 
To quote again from Dr. Burgess, 
“The importance of the New York 
Money Market does not lie in its size, 
because the total amount of funds in 
the market is small in comparison with 
the total banking funds of the coun- 
try. The importance lies rather in the 
liquidity of the market, and its ca- 
pacity for furnishing cash at a few 
What a bank balance is 
to the individual, the money market 1s 
to the country’s credit system. Both 
represent ready cash available for im- 


hours notice. 


mediate needs.” 

New York banks are not only large 
investors in the money market, but 
are also agents for out-of-town in- 
vestors. They act as bankers for the 
market so that any extra demand for, 
or supply of, funds is registered in 


-luded } ee 
(Concluded on page 32 
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A Banking Number 


Organized and coordinated banking 
is a modern institution and is an ac- 
companiment of the interwoven fabric 
of modern business and finance. — It 
serves to bring together the financial 
resources of the community for busi- 
ness use instead of allowing a multi- 
tude of separate little hoards of money 
to remain in the possession of indi- 
viduals scattered and unutilized. 

The oldest bank in the Western 
Hemisphere is less than 150 vears old.* 
The oldest bank in New York City 
lates its origin only as far back as 
1784+. Our national bank system came 
into being during the Civil War, less 
than seventy years ago. 
The most important step ever taken 


to coordinate the banking resources of 





“\ 


our country, and to make finance in 
truth the handmaiden of industry and 
commerce, was the creation in 1913 of 
our Federal Reserve bank system. 
Another highly important development 
has been the recent passage by Con- 
eress of the McFadden banking’ bill 
which provided for important modi- 
fications of the law governing national 

| 


banks 


and established the Federal Re- 
serve banks as a permanent feature of 
our banking system. 

A short time ago the partners at 
our New York office, upon the sugges- 
tion of one of our clients, who is a 
director of the lederal Reserve Bank 
of New York, made a visit to that in- 
stitution. For two hours they were 
guided through the bank by Mr. L. F. 
Sailer, the deputy governor. The 
various departments were visited in 
turn, ranging all the way from the 


* See \ Bit of the Romance and History of the 
Oldest Bank in America n the January, 1921 
ssue of the L. R. B. & M. Journat. 
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aults far underground where the 


bank's store of gold is kept up to the 


top floor where there is an assembly 
hall which may be used for lectures, 
dances or other recreation purposes. 


The efficiency and dispatch of opera- 


tion in such departments as that for 
the handling of checks in course of col- 
and the 


organization and methods ot the bank 


tion was very noticeable, 


throughout made a most favorable im- 
nm the visitors. 


pression 


This visit thought 
os. Bee Es 


JoURNAL to the subject of bank- 


eave rise to the 


of devoting an issue of the 
& M. 


ing and of including therein an article 


on the Federal Reserve svstem. The 
further thought then suggested itself 
that in view of the important pro- 
visions of the recently enacted Me- 
Fadden banking act, or as it is also 


known, the McFadden-Pepper Act, an 
article setting forth the significant fea- 
tures of this epochal piece of legis- 
lation would add greatly to the value 
of this issue of our journal. 

‘ IVork 
after mentioning a number of the pro- 


The May issue of II’orld’s 


visions of the new law, goes on to say 
that, 


“Tf the McFadden Act dealt with none of 
the foregoing aspects of banking it would 
still be a landmark in American financial 


history. 


Con- 


gress that the Federal Reserve System has 


It represents a certification by 


made good, and is no longer 
The act c 


Charter 


an experiment. 
indefinitely the 
banks, which 
1934. If 


eleventh 


mtinues in forces 
s of the Federal Reserve 
otherwise wou!d 
had 
hour to extend these charters, the commer- 
world would 


subjected to unnecessary 


expired in 
until the 


have 
Congress delayed 


cial and financial have been 
fears and worries. 
would 
credits 


outstanding. Giving 


to have renewed the charters 
have liquidation oi the 
of $1,000,000,000 now 


Failure 


necessitated 


up the Federal Reserve System would have 
involved a 


and 


return to primitive, unscientine, 


inelastic banking methods. It would 
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have he Iped 


cient regime of periodi 


depressions 


\VWe could 
qualified to write the desired article as 
Hon. Louis T. Mcladden, Chairman 
ot the Committee on Banking and Cur- 


think of no one so well 


rency of the House of Representatives, 
the hill 
the act. 


adden graciously acceded to 


and author ot which was the 
Mc- 
our re- 
quest for such an article and it appears 


basis of Congressman 


as the leading article of this issue. 
Che notes on bank auditing by cer- 


tain members. of 


our Philadelphia 
otfice statf are valuable because they 
are born out of actual experience. 
They ought to be carefully read by 


every member of our organization be 
cause they are suggestive of pitfalls to 
and vigilance to be 


be avoided for 


exercised. 


An Appreciation 


the article in this 
issue on bank accounting and auditing, 


In presenting 


which has been arranged and edited 
only slightly, it is a pleasure to ac 
knowledge the contributions thereto of 
Mr. Mr. Haas, Mr. Metzler, 
Mr. Martin and Mr. Righter, of the 
Philadelphia office staff. The work is 
theirs and it is interesting for its sub- 


Fischer, 


ject matter and for the associations 
and the up. | 
have been the several be- 


recollections it calls 
witness of 
einnings of these gentlemen in this our 
sometimes thrilling profession, and 
have seen with satisfaction their prog- 
ress from vear to vear from office boy 
or jumor duties to work of first-class 
importance and responsibility. 

Not many public accountants cart 
for bank examinations. Not 


many 
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ive had suthcient experience on the 


side of a bank to give them famil- 


with its records and 


processes 
nd its peculiar terminology and jar- 
nm. However, anv good accountant 
vho has been through the mill of gven- 
ral practice and is capable of think- 
ne for himself find himself 


accounting 


will not 


stumped in any situation 


nor out of banking. ‘True, there are 


certain essentials in bank 


auditinge— 
ounting cash, securities, etc., adding 


nachine work, knowledge of how and 


vhere books and securities are usually 


which must 
he known if work is to run smoothly, 


kept and accounted for 


hut in general a good accountant is of 


value in anv sort of accounting work. 
sort ot 
which some feel in the midst of a place 


So we do not share in the awe 
where many people are thinking of 
having to suddenly identify themselves. 


£ a. Py Ee 


New Edition of Montgomery’s 
Auditing Promised 


Public accountancy is not static but 
While 


fundamental principles may not greatly 


sees constant flux and change. 


change, their application to the every- 
lav problems of the accountant’s prac- 
tice from time to 
Where there is not a constant 
striving after improvement of method 


and procedure, there is danger of fos- 


undergoes change 
time. 


silization. 





Colonel Montgomery’s forward look 
to “let well 
but to keep on going 


nd his constant 
nough alone” 


refusal 


orward has been a continuous inspira- 
tion to our firm and, we trust, to every 

ember of our organization. 
evidence of this progressive 
utlook is his feeling that a new edi- 


tie 


ion of his work on Auditing Theory 


Re- 
wed 
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and Practice is needed. The third 
appeared in 1921, is now 
vears old, and he the 
that the developments in 


world of 


edition, which 
almost s1x has 
conviction 
the finance, 
coupled with the progress in our pro- 


business and 


fession, call for a 
of the book. 
While 


alwavs tal 


searching revision 


Colonel Montgomery — has 
sen full responsibility for the 
views expressed in the hook, neverthe 
the 


of our firm. 


less it sets forth in a broad wavy 
ideals, aims and practice 


Hence, he is exceedinely 


anxious to 


secure the cooperation of every mem- 
ber of our organization in making the 
forthcoming \uditing 


surpass any 


edition of 
Theory and Practice far 
of the preceding editions. 

the Colonel, 
“with our combined knowledge and ex- 
perience, we should produce a book 
which will be outstanding and which 
will be 
most 


ject. 


To quote 


a recent statement by 


recognized everywhere as the 

authoritative word on the sub- 
Some practical suggestions by Col- 

onel Montgomery are as follows: 


I feel that I should have every assist- 
ance during the next two or three months 
in preparing a new edition. Every helpful 


suggestion will help the firm more than it 
will help me personally. Every re-reading 
of the book, by anyone on our staff will help 
him more than it will help the me. 
Is it not feasible to appoint a committee in 
each office and have that committee get in 
communication with each person on the staff 
kind of 


firm or 


and ask for any criticisms or 


sug- 
gestions? 
* * * * * * * 
[ think that it is reasonable that every 
single man should be at least persuaded, and 
to some extent urged, to cooperate. I have 


started on my own work and would like to 
get everything that is available in my hands 
not later than June 15th. 
ying it over three or 


Instead of drag- 


four months I think 











It is hoped that every member of 
our organization at all our offices will 
feel a personal responsibility for co- 
yperating to the utmost im carrying 
out Colonel Montgomery's suggestions. 


The Federal Reserve System 


them and the elasticity of the market 
depends on their reserves. It is through 
the federal Reserve System that these 
New York banks are able to meet the 
sometimes severe demands of the 
money market and still maintain the 
requisite reserves. Dealings in bank- 
ers’ acceptances, rovernment securities, 
commercial paper and stock exchange 
loans comprise the money market. 
Federal Reserve Banks being author- 
ized to buy bankers’ acceptances and 
eovernment securities, can give direct 
aid to these two markets, but their 
principal connection is through the 
member banks who can pass on to it 
bills, government securities and com- 


mercial paper. In every case save that 
of government securities, the initiative 
in securing Reserve funds is taken by 
the market. Seasonal changes have 
been reduced, and daily fluctuations in 
the call loan rate have been decreased 
approximately one-half as a result of 
the increased elasticity provided for 
the money market by the Federal Re- 
serve System. 


\ man’s popularity is genuine when 
it is due to the fact that he isn’t aware 
of it. 


Notes on Bank Accounting 
and Auditing 

{ liu llé ] tf) } rid {/} 

return to the depositor and 

pasted back in the stub of the receipt 


date of 


book. 

If the above procedure is followed, 
the auditor can make a thorough exam- 
ination of safekeeping securities by 
comparing the duplicate of outstanding 
receipts with the safekeeping ledger 
accounts and then comparing with 
these accounts the actual securities on 
hand. His next step is to prepare 
a statement of each safekeeping de- 
positor’s account and mail it to the 
depositor with a request that he con- 
irm the correctness of his account. If 
all of the accounts are confirmed as 
the auditor may consider that 
this part of the 
financial 
counts had 


correct, 
examination of the 
institution’s assets and ac 
been covered to his entire 


satisfaction. 


A Confirmed Customer 


The following letter was received by 
our Philadelphia office in response to 
a request for confirmation of an ac 
count with one of our public utility 
clients in the South: 


If you go to the trouble you will find out 


that all my 


County, 


Lancaster 
find most to Terre 


people are trom 
Penna., and will 
Hill, Lane. Co., and that we are William 
Penn dutch stock and if you find that a 
third cousin even was mixed up with so 
called lawyers I will pay you that bill that 
We keep God's law, 


But man made law some times bother you 


you know nothing of. 


as in this case, As I lost my dear helpmaid 
in 1924 and had no use for gas. It is now 
springtime and [| think it would be good tor 
you to go a fishing in another way. 


Yours, 



































